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SUBJECT: Research Expenses Credit/Increase to 17% and 30% of Excess Expenses/FTB
Report Credit Usage On |nternet

SUMVARY
This bill would do the follow ng:

@ Under the Personal |Income Tax Law (PITL) and the Bank and Corporation Tax Law

(B&CTL), this bill would increase the state research credit for “qualified
research expenses” from12%to 17%
® Under the B&CTL, this bill would increase the state research credit for

“university basic research” from24%to 30% of qualified paynents.

@ Under the Administration of Franchise and I nconme Tax Laws (AFITL), this bil
woul d require specified corporate taxpayers that claimthe research credit to
provide the departnment with specified information regarding the credit and the
t axpayer’ s enpl oyees, their wages and health benefits. This bill would require
the department to publish the information provi ded by each taxpayer, including
t he corporation nane.

The increased credit percentages and the reporting requirenents will be addressed
separately in this anal ysis.

EFFECTI VE DATE

As a tax levy, this bill would beconme effective inmedi ately upon enact nent and
woul d apply to taxabl e and incone years beginning on or after January 1, 2000.

BOARD POSI TI ON

Pendi ng.

| SSUE #1: RESEARCH CREDI T

LEG SLATI VE H STORY

AB 1953 (2000), AB 2592 (2000), and SB 1492 (2000) would increase the qualified
research expenses credit percentage and woul d decrease the m ninumthreshold for
computing the credit.

AB 465 (1999/2000) would increase the alternative increnental research expenses
credit to 100% of the federal anmount.
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SB 705 (Stats. 1999, Ch. 77) increased the state credit for "qualified research
expenses” from 11%to 12%

AB 68 (1999) woul d have increased the qualified research expenses credit
per cent age and woul d have decreased the m ninmumthreshold. AB 68 failed to pass
out of the first house by January 31 of the second year of the session

SPECI FI C FI NDI NGS

Exi sting federal |aw provides for a research tax credit equal to 20% of the
excess of a taxpayer's “qualified research expenses” for a taxable year over its
base anobunt for that year

A 20% research tax credit also is allowed for the excess of (1) 100% of corporate
cash expenditures (including grants or contributions) paid for basic research
conducted by universities (and certain nonprofit scientific research

organi zations) over (2) the sumof (a) the greater of two m ni mum basic research
floors plus (b) an amount reflecting any decrease in nonresearch giving to
universities by the corporation as conpared to such giving during a fixed-base
period, as adjusted for inflation. This separate credit conputation is comonly
referred to as the “university basic research” credit.

Except for certain university basic research paynents made by corporations, the
research tax credit applies only to the extent that the taxpayer's qualified
research expenditures for the current taxable year exceed its base amount. The
base anobunt for the current year generally is conputed by rmultiplying the
taxpayer's “fixed-base percentage” by the average anobunt of the taxpayer's gross
receipts for the four preceding taxable years. |If a taxpayer both incurred
qgual i fi ed research expenditures and had gross recei pts during each of at | east
three taxable years from 1984 through 1988, then its “fixed-base percentage” is
t he percentage that its total qualified research expenditures for the 1984-1988
period is of its total gross receipts for that period (subject to a maxi num
percentage of 16%. All other taxpayers, including any firmthat had both gross
recei pts and qualified research expenses in the first taxable year begi nning
after 1983 (so-called “start-up firns”), are assigned a fixed-base percentage of
3% In conputing the credit, a taxpayer's base anmobunt may not be | ess than 50%
of its current-year qualified research expenditures.

Expenditures attributable to research conducted outside the United States do not
enter into the credit conputation. |In addition, the credit is not available for
research in the social sciences, arts, or humanities, nor is it avail able for
research to the extent funded by any grant, contract, or otherw se by anot her
person (or governmental entity).

Exi sting state | aw conforns with specific nodifications to the federal research
credit, including nodifications to the credit percentage anbunts. The state
credit percentage is 12% for "qualified research” and 24% for corporations for
“university basic research.” To duplicate the federal provision that allows the
credit for “university basic research” paynents only to corporate taxpayers, the
B&CTL allows the credit based on “qualified research” expenses and “university
basic research” paynents, while the PITL allows the credit only for “qualified
research expenses.”
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This bill would increase the state credit for “qualified research expenses” from
12%to 17% and woul d i ncrease the “university basic research” percentage of the
credit from24%to 30%

| npl emrent ati on Consi der ati ons

I mpl ementing this credit provision would occur during the departnment’s
normal annual system update.

FI SCAL | MPACT

Depart nental Costs

This credit provision would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The revenue inpact of this credit provision is estinated to be revenue
| osses as shown bel ow

Revenue | npact of SB 2200 Research Credit Provision
Assuned Enacted after 6/30/2000
Losses in $ MIlions
2000- 01 2001- 02 2002- 03 2003- 04
- $37 - $60 -$73 -$79

This estimate does not account for changes in enploynent, personal incone,
or gross state product that could result fromthis neasure.

Revenue Estimate Di scussion

The revenue inpact of this credit provision is estimated in the foll ow ng
manner. The research credits generated under current and proposed | aws are
sinmul ated for each corporation in a sanple of the 50 corporations with the

| ar gest research and devel opment expenses. These sinulations take into
account specific mcro-economc data for each corporation such as gross
recei pts, wage, property, and sales factors, net income, historical research
expendi tures, and detailed tax and financial data. The results of the

sinmul ations are weighted statistically to the population level. The revenue
| osses are estimated as the differences between the taxes sinulated under
current and proposed |laws. The Departnent of Finance forecast of corporate
profits is used to extrapolate the estimates to future years.

Revenue inpact for the PITL is assuned to be equal to 5% of the B&CTL i npact
and is added to the corporate inpact.



Senate Bill 2200 (Dunn)
I ntroduced March 20, 2000
Page 4

| SSUE # 2. TAXPAYERS PROVI DE AND FTB TO PROVI DE | NFORVATI ON TO LEG SLATURE AND
PUBLI SH ON WEBSI TE

LEG SLATI VE H STORY

AB 1220 (1999) contains essentially the sane reporting requirenment as provided in
this bill; currently in Senate Revenue and Taxation Conmm tt ee.

AB 797 (Stats. 1997, Ch. 461) requires the departnent annually to nmake avail abl e
to the Trade and Commerce Agency and the Legislature information on the doll ar
val ue of the enterprise zone tax credits cl ai med each year

In March of 1995, CGovernor WIson issued an executive order requiring all state
agencies to provide public informati on on the Internet.

SPECI FI C FI NDI NGS

Exi sting state | aw prohibits the disclosure of any information concerning any

t axpayer by the departnent, except as specifically authorized by statute. Any
department enpl oyee or menber could face a crimnal nm sdenmeanor charge for

rel ease of confidential state tax information and a felony charge for rel ease of
confidential federal tax information.

Under existing state law, all information on an individual personal incone tax
return is confidential. For corporate returns, all information on a return is
confidential, except “extraneous matters,” identified in the code as such itens

as the exact corporate title, corporate nunber, the date of the comrencenent of
business in this state, taxable year adopted, filing date of return, nane, date
and title of individuals signing affidavit to the return, due date of the taxes,
taxes unpaid, entity's address, private address of officers and directors.
Extraneous matters, however, may be disclosed only in response to a request
regarding a naned entity and only if there is no reason to believe that the
information will be used for commercial |ist purposes.

Existing state law, in limted instances, permts the departnment to rel ease tax
return information to certain state agencies, such as legislative commttees, the
Attorney General, the California Parent Locator Service, the directors of Soci al
Services and Health Services, and California tax officials, such as the Board of
Equal i zati on, the Enpl oyment Devel opnent Departnent, the State Controller, and

t he Departnent of Mtor Vehicles. State agencies nust have a specific reason for
requesting the information, i.e., tax investigation, verifying eligibility for
public assistance, | ocating absent parents to collect child support, or |ocating
abducted children. For sone agencies, only limted informati on may be rel eased,
such as the taxpayer's social security nunber and address.

Exi sting state law permts the departnent to release tax return information
according to tax return sharing agreenents with the IRS, the Miultistate Tax
Comm ssion (MIC), and taxing authorities of other states. The exchange nust
relate to the enforcenent of tax laws, and the informati on nust not be nmade
public. Shared information includes sales tax, incone tax, and corporation tax
return data. The tax return information relating to multi-state and nulti-
national tax audits is shared with the MIC
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This bill would require corporate taxpayers with gross receipts, |less returns and
al |l owmances, of $5 million or nore that claima research credit in an anpunt
representing the increase proposed by this bill to provide the departnent with

the followi ng specified information related to the taxpayer’s trade or business
activities in California:

Taxpayer’s nanme

Amount of research credit and carryover clai ned

Nunber of full-tine equival ent enpl oyees

Medi an weekly wage or salary paid to nonsupervisory enpl oyees

Per cent age of nonsupervisory enpl oyees for which the taxpayer pays at |east 80%
of the health or medical insurance prem uns.

R whE

The informati on would be required to be included with the taxpayer’s ori ginal
return for each incone year

This bill would inpose a penalty of an unspecified anmbunt on taxpayers that fail
to file specified information with their returns, unless the taxpayer conplies
within 90 days after notice and demand by the departnment. Taxpayers that fail to
comply al so woul d be specifically denied the credit and carryover clainmed in that
i nconme year.

This bill would require the departnent to publish the information provided by
each corporation, including the corporation nane. The bill would require the
information also to be provided to the Legislature and the public in a manner
determ ned by the departnent, including being published on the departnent's
websi te.

This bill would permt an exception to the general rule that it is a m sdenmeanor
for any departmental enployee to release confidential state tax information for
the information required to be published and provided to the Legisl ature under
this bill.

Pol i cy Consi derati ons

California has a self-assessed tax systemthat relies on the responsiveness
of taxpayers to report the proper tax. A self-assessed tax system works
only if taxpayers have confidence that the information will be confidentia
and used only for the specified purpose. |If tax information is used or

di scl osed for other than the specified purpose, the effectiveness of the
state’'s self-assessed tax system may be dil uted.

The reporting requirenments in this bill would not apply to taxpayers who
claimthe specified credits under the Personal Inconme Tax Law (S corporation
sharehol ders, partners, and sole proprietors).

| npl emrent ati on Consi der ati ons

The reporting requirenent in this bill would be limted to those corporate
taxpayers that claima research credit for the increased anmount provided by
the bill. This provision could have varying interpretations. One

interpretation would be that a corporate taxpayer could avoid bei ng subject
to the reporting requirenent by claimng a research credit in the amounts
aut hori zed by the law in effect before the bill. However, a credit in the
reduced anmount woul d no | onger be authorized under the code.
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Alternatively, since the credit | anguage does not appear to provide
taxpayers the option to claimtheir research credit using a smaller or

di fferent amount than that specified in this bill, it could be interpreted
that any taxpayer clainmng the credit nust both claimthe increased anount
and must conply with the reporting requirenment. The bill should be anended

to clarify the author's intent on this issue.

Techni cal Consi der ati ons

The reporting requirenment would apply only to taxpayers subject to the
B&CTL. Accordingly, unless the bill is intended to al so i npose the
reporting requirenment on non-corporate taxpayers, it i s unnecessary to
reference the research credit under the Personal Incone Tax Law. The
attached anmendnents woul d del ete those references.

LEG SLATI VELY MANDATED REPCRTS

This bill would require the departnment to report to the Legislature and the
public annually and to place on the Internet specified information for each
i nconme year.

FI SCAL | MPACT

Depart nental Costs

Staff prelimnarily estimates that the order of magnitude of the
departmental costs would be as shown in the follow ng table:

Franchi se Tax Board
O der of Magnitude Costs for SB 2200
As | ntroduced March 20, 2000
(in mllions)
2000/ 01 2000/ 02

Personal Services (approximtely 27 0.9 0.9

personnel years)
Operati ng Expense and Equi prent 0.7 0.2
Depart nental over head 0.1 0.1

Tot al $ 1.7 $ 1.2

Thi s anal ysis does not take into account all of the facilities and rel ated
costs that mght be incurred to create space for the special unit that would
be created. These costs have the potential of significantly increasing the

costs identified in this analysis.

The estimates shown above are the sane as the estimates for AB 1220 (1999).
The reporting requirenent in this bill inpacts taxpayers claimng only one
credit as opposed to AB 1220, which woul d have inpacted taxpayers claimng
any of several credits. However, the departnment’s assunptions remain the
sanme and costs are not variabl e because fewer credits are inpacted. The
maj or source of the cost is the fact that, no matter how many credits are

i npacted, the departnment still would have to manually process all corporate
returns to identify the returns that have clained the credit and to identify
whet her those taxpayers have conplied with the reporting requirenent.

Tax Revenue Esti mate

This information provision would not inpact the state’s incone tax revenue.
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FRANCH SE TAX BOARD S
PROPCSED AMENDIVENTS TO SB 2200
As | ntroduced March 20, 2000
AVENDIVENT 1
On page 5, line 27, strikeout “Sections 17052.12 and” and insert:

Secti on

AMENDMENT 2

On page 5, line 32, strikeout “17052.12 or”.



